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Abstract
In this paper, we construct alternative theoretical models for exchange rates by introducing
additional risk factors, based on the volatility of macroeconomic fundamentals. The modified
flexible-price monetary model is used to characterize the long-run equilibrium of exchange
rates, while the modified sticky-price model explains the adjustment towards the long run.
Empirically, in a number of OECD countries we find cointegration relationships between the
exchange rate and macroeconomic variables and also some evidence for the long-run
equilibrium error correction. Macroeconomic uncertainty can significantly explain the
variation of the exchange rate from its fundamental-based value. The results lead us to believe
that macroeconomic sources of FOREX risk may be a missing factor in the exchange rate
study.
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The author would like to thank Paul de Grauwe, Roy Kouwenberg, Antonio Garcia Pascual,
Mark Taylor and Casper de Vries for useful discussions and thoughtful comments, and also
Namwon Hyung for econometric tips. 1  Introduction
After the demise of the Bretton Woods system in early 1973, many  industrialized
countries turned to a (semi) floating exchange rate regime.
1 Academics  try to
explain causes of exchange rate fluctuations and search for policy recommendations.
There are numerous papers trying to explain the movement of exchange rates.
2
Many theoretical attempts, however, fail to determine exchange rates in practice.
Empirical  investigations  have  been carried  out  to  test  the exchange  rate theories
                                                
1  This articile is partially from Chapter 2 „Modeling Currency Prices“ in a doctoral thesis by
Cumperayot (2002).
2 For example. For the monetary-approach partial equilibrium models Frenkel (1976), Mussa (1976)
and Bilson (1978) discuss the flexible-price model, while Dornbusch (1976), Frankel (1979), Mussa
(1979) and Buiter and Miller (1982) consider the sticky-price model. The general equilibrium asset
pricing models are studied by Stockman (1980), Lucas (1982), Svensson (1985a, b) and Hodrick
(1989), and extended into the continuous-time stochastic framework by Bakshi and Chen (1997) and
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